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EXCHANGE BANCSHARES, INC, — MISSION STATEMENT

Our mission is:
To maximize shareholder value and to provide a fair rate of return on shareholder
investment compared to industry average;

To be responsive to customer needs, a partner in helping consumers and businesses in
our market area achieve their linancial goals;

To provide staft members with a positive environment in which lo contribute corporate
success and attain carcer objectives.

THE EXCHANGE BANK - MISSION STATEMENT
Our mission is 1o be the financial cornerstone of the communities we serve.

The xchange Bank exists to provide superior banking services to our customers and provide its sharcholders with
a fair return on their investment.

To achieve our mission we will:

Remain an independent, locally-owned, caring institution, listening to our customers
and the communitics we scrve;

Set high standards for employees by providing training, guidanee and sense of pride,
knowing that only through employee teamwork can our mission be accomplished;

Provide a superior level of internal service and support to one another;

Represent the Bank with the utmost pride, professionalism, and high standards of
ethical bebavior.

We believe a commitment to high employee performance and a focus on the quality of customer service are
essential to our success and that building a preat financial organization is an ongoing process.




March 29, 2004

Dear Sharcholders:

Your Board of Directors considered 2003 as a vear of continued adjustment and
reorganization. During 2003, we faced many challenges relating to asset quality,
carnings and operations.  We feel these challenges presented management with
opportunitics to improve the performance of the Company and position us for future
growth and profitability.

Earnings for 2003 were $301 thousand compared to a loss of $1.09 million in
2002.  As of December 31, 2003, total assets were $102 million comparcd to $111
million at December 31, 2002, Total loans outstanding were $69 million at
December 31, 2003 compared to $73 million at December 31, 2002,  As ol
December 31, 2003 deposits were $92 million compared 1o $101 million at
December 31, 2002.

Latc in 2003, it was announced that our Bank Improvement Plan cfforts to
improve asset quality and operational efficiencies were one year into the process.
With the Board of Directors involvement in corporale governance, it was decided to
move forward with the next phasc of the Plan, a new management team for The
Exchange Bank., Your Board of Directors spent much time and cflort in the scarch
for qualified individuals to lead the Bank into its 100" year anniversary in 2006, As a
result, Victor J. Proffitt was chosen to be the President and CEO of The Exchange
Bank and Exchange Bancshares, Inc. The Board also chose F. Alan Blackburn as
Executive Vice President of the Bank, in charge of banking centers and Sentor Loan
Officer. Both individuals arc experienced bankers and reside in our market arca.

Assel quality remains a high priority issue.  The senior management team and
entire stall are focusing much of their productive time and efforts to improve the asset
quality of the Bank. These efforts include improved loan underwriting standards and
a more focused approach in the collection of past due loans. Even though much
progress has been made, the monitoring of asset quality will remain an ongoing
process.



Your Board of Directors, senior inanagement and staff are focused on the goal to
increase our market share, improve eamings, maximize sharcholder value and remain
a locally-owned, independent, community bank. This will be accomplished by
stalfing our offices with well trained, community-minded banking professionals that
vou know and trust. To this end, many changes have taken place within our
organization. We will continue to enhance and expand our existing products and
services Lo provide the best possible customer service while maintaining a respectable
profit margin for our sharcholders.

i

As part of management’s elfort to develop new products and services, The
Exchange Bank plans to provide it’s customers with mternet banking. You will be
ablc  to  access  your accounts  through the Bank’s  website  al
www.theexchangebank.com. It is anticipated 1o be available in the sccond half of

2004.

With 2003 behind us, we can continue to move forward into our 98" year as a
locally-owned, independent, community bank. This is due to the endless efforts of
our entire staff, the dedication and commitment ol our Board of Direclors and the
loyalty and support of our local communilies, customers and sharcholders. We
sincerely thank all of you for the contribution that each has made during the year.
Most important, our sincere thanks to all of our shareholders for their loyalty and
support which has been afforded to us all of these years.

Sincerely,

/s/ Marion Layman s/ Victor I. Proffitt
Marion Layman Victor J. Profflit
Chairman President & CEO



Exchange Bancshares, Inc.
Five-Year Smmnmary of Selected Finaneial Data
Dollars in thousands, except per share data

Years Ended December 31, . B 2003 2002 2001 2000 1999
Statements of Income
Inlerest income $5,880 37,035 $8,287 £8.261 $7,191
Interest expense 1965 2872 4,075 3,878 3,187
Nel interest income 3,918 4,163 4212 4,383 4,004
Provision for loan losses 250 2,019 13 73 0
Net interest income, after provision for loan losses 3,605 2,144 4,197 4,308 4,004
Non-interest income 592 768 680 5352 641
Noon-interest expenses 4015 4,587 4016 3864 3,720
Income (loss) before income taxes 242 (1,675} 861 996 925
Income lax provision {(credit) Y (585) 269 320 300
Net income (loss) 3301 $(1,090) 592 5676 $625
Per Conunon Share
Net income {loss) - basic and diluted $0.51 $(1.86) $1.01 $1.16 $1.09
Cash dividends declared (.25 0.25 0.50 0.49 0.47
Book value at year-end 15.08 15.72 17.85 17.01 16.05
Weighted average shares outstanding 586,644 586,044 585,533 S83,870 573,726

Year Kod Balances

Assels $101.948 $110,688 35106456 $103,155  $98,599
Securities 23,081 17,652 14,815 £5,435 17,142
Loans 68,355 72,512 81,182 79,279 71,955
Deposits 92,249 100,845 05,231 90,108 83,541
Borrowed [unds 86 100 115 2,632 5,152
Sharcholders' equity 9,198 9,222 10,452 9,933 9,242
Hatios

Return on average assets 0.28%  (1L.0D% 0.55% 0.67% (.606%
Return on average shareholders' equity 3.24% (10.513% 5.93% 7.18% 0.93%
Average sharcholders' equity to average assets 8.69% 9.60% 9.26% 9.27% 9.54%
Pividend payout ratio 48.50% - 49.49%  42.16%  43.04%

Deseription of Business

lixchange Bancshares, Inc. (the “Company”) was incorporated in 1992 in the State of Ohio as a one-bank holding company
for its wholly-owned subsidiary, The Exchange Bank (the “Bank™). The Company, through its subsidiary, operales in one
industry segment, the commerecial banking induslry.

The Company is subject to regulation by the Board of Governors of the Federal Reserve System, which limits the activities in
which the Company and the Bank may cugage. The Bank is supervised by the State of Ohio, Division ol Financial
[nstitutions.  The Bank is 2 memher of the Federal Reserve System and is subject to its supervision. The Bank is also a
meniber of the Federal Deposit Insurance Corporation (the “FINC™). As such, the Bank is subject to periodic examination by
the Division of Financial Institutions of the State of Ohio and the Federal Reserve Board. The Company and the Bank must
fite with the U.8. Securities and xchange Commission, the Federal Reserve Board and Ohio Division of Financial
Institutions the prescribed periodic reports contaiming full and accurate statements of iis affairs.

The Bank, an Ohie chartered bank organized in 1906, provides financial services through its five branches located in Luckey,
Ohio, and nearby communities, These communities are the source of substantially all deposit and loan activities. The
majority of the Bank’s income is derived from commercial and retail lending activities and investments in securities,  1ts
primary deposit products are checking, savings, and term certificate accounts, and its primary lending products are residential
morlgage, commercial, and installment loans. Substantially all loans are secured by specific items of collateral including
business assels, consumer assets and real estate. Commercial loans are expected to be repaid from cash flow from operations
of business. Real estate loans are secured by both residential and commercial real estate.
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Market for Common Equily and Related Stockholder Matters

Al December 31, 2003, the Company had approsimately 796 sharcholders of record. Sweney Cartwright & Co. and
MeDonald & Company, broker-dealers, make a limited over-the-counter market in shares of the Company’s Common Stock,
There are no plans 1o list the shares of the Common Stock on any stock exchange. Through 2003, Sweney Cartwright & Co,
and McDonald & Company purchased and sold shares of stock of the Company at prices ranging from $17.25 to $19.75 per
share. The offer to purchase shares, in some instances, was conditional upon their ability (o sell the shares at a predetermined
price.

March 31, 2003 June 30, 2003 September 30, 2003 December 31, 2003
Hipgh $19.75 $18.75 $18.25 $19.75
Low 18,10 17.25 17.35 17.55
Dividend 0.00 0.20 .00 0.05
March 31, 2002 June 30, 2002 September 30, 2002 December 31, 2002
High $19.00 $19.00 $20.00 $20.00
Low 18.00 18,15 19.00 19.00
Bividend 0.00 0.20 0.00 0.05

Availability of Financial Information

The Company files unaudited quarterly financial reports under Form 10-QSB and annual financial reports under Form 10-
KSB with the Securitics and Exchange Commission (the “SEC”™). Copies of these reports are available by writing to:

Joseph R. Hirzel, Secretary

Exchange Bancshares, Inc.

237 Main Street, P.O. Box 177

Luckey, Ohio 43443-0177

Financial reports and other materials filed by the Company with the SEC may also be read and copied at the SEC’s Public
Reference Room at 450 Fifth Street, N.W., Washington, D.C. 20549, Information on the operation of the Public Reference
Room may be obtained from the SEC by calling 1-800-SEC-0330. The SEC also maintains an internet site (www.s¢c.20v)
that contains reports, proxy and information statements, and other information regarding registrants that file reports
clectronically, as the Company does.

Forward-Looking Statements

LEIYY EL Y

When used i this Form 10-KSB, the words or phrases “will likely resull,” “are expected to,” “will continue,” “is
anlicipated,” “estimated,” “projected,” or similar expressions are intended to identify forward-looking statements within the
meaning of the Private Sccurities Litigation Reform Act of 1995, Such statements are subject to certain risks and
uncertaintics, including changes in economic conditions in the Bank’s market area, changes in policies by regulatory
agencies, flucluations in interest rates, demand for Joans in the Bank’s market area and competition, that could cause actual
results to differ materially from historical earnings and those presently anticipated or projected. Factors listed above could
affect the Company’s financial performance and could cause the Company’s actual results for future periods to diiter
materially from any statements expressed with respect to future periods.

In additional to the historical information contained herein, the following discussion containg forward-looking statements that
involve risks and uncerlainties. Economic cireumstances, the operations of the Bank, and the Company’s actual results could
differ significantly from those discussed in the forward-looking siatements. Some of the factors that could cause or
contribute to such differences are discussed hercin, but also include changes in the economy and changes in interest rates in
the nation and the Company’s primary market area,

Management's Discussion and Analysis of Fiuancial Condition and Results of Operations
The following discussion and analysis represents a review of the Corupany's consolidated financial condition and results of

operations. This review should be read in conjunction with the consolidated financial statements presented elsewhere in this
report.



Exchanpge Bancshares, Inc.

Without limiting the generality of the forcgoing, some of the lorward-looking statements included herein are the statements
under the following headings and regarding the (ollowing matters:

L. Financial Condition. Management’s statements regarding the amount and adequacy of the allowance for loan losses
at December 31, 2003,

2. Comparison of Results of Operations for the Fiscal Years Ended December 31, 2003 and 2002 - “Provision for
Loan Losses”, Management's statements regarding the adequacy of the allowance for loan losses at December 31, 2003,

3. Liguidity and Capital Resources. Management’s belief that liquidity and capital reserves are sufficient to meet its
outstanding short-term and long-ierm needs.

The Company does not undertake, and specifically disclaims any obligations, to publicly revise any forward-looking
statements to reflect events or circwmstances after the date of such statements or to reflect the occurrence of anticipated or
unanticipated events.

Financial Condition

As of December 31, 2003, the Company had total assets of $101,948,000, $68,555,000 in loans, $92,249.,000 in deposits, and
39,198,000 in shareholders’ equity.

Loan Portfelio

Losns, a5 a component of carning assets, represent a significant portion of earning assets at December 31, 2003, As
presented in the “Consolidated Average Balance Sheets and Related Yields and Rates™ table, mcluded herein, average loans
decreased 13.1% in 2003 to represent 69.5% ol average interest-carning assets compared to 79.0% in 2002 and 77.8% in
2001. Fotal loans decreased from $72,512,000 at December 31, 2002 to 368,555,000 at December 31, 2003, This represents
a decrease of $3,957,000, or 5.5%, {rom the previous year. The decrease was primarily due to decreases in nonresidential
real estate loans of $5,327.000 or 19.9%, consumer loans of $1,644,000 or 14.5%, construction loans of $967,000 and
agricultural loans of $470,000, partially offset by an increase in residential real estate loans of $5,071,000 or 18.3%, The
majority of the decrease was a result of the Bank initiating stricter underwriting standards, as well as payoffs of certain large
commercial real estate loans, and an increase in charged-oft loans due o bankiopteies and a more conservative approach
evaluating credit quality.

The following table provides a five-year sumumary of the loan portfolio (dollars in thousands).

D er B o 2003 2002 2001 2000 1999
Loans secured by real estate:
Construction $1,291 $2.258 $leo4  $833 $133
Residential properties 32,758 27,687 32,994 37,854 37,333
Nonresidential properties, including farm land 21,377 26,704 28,141 24,157 20,467
Agricultural production 633 1,103 832 816 806
Commercial and industrial 1,838 2,582 3,596 2,544 3,053
Consumer 9,714 11,358 13,637 12,935 10,0413
Municipal 944 820 268 146 150
Total $68,555 $72,512 $81.182 $79,279 $71,955
L.oans secured by real estate:
Construction 1.9% 3.1% 2.1% 1.1%% 0.2%
Residential propertics 47.8% 38.2% 40.6% 47.7% 51.9%
Nonresidential properties, including farm land 31.2% 36.8% 34.7% 30.5% 28.5%
Agricultural production 0.9% 1.5% 1.1% 1.0% 1.1%
Commercial and industrial 2.7% 3.6% 4.4% 3.2% 4.2%
Congumer 14.1% 15.7% 16.8% 16.3% 13.9%
Municipal 1.4% 1.1% _03%  02% 0.2%
Total 100.0% 100.0% 100.0% 100.0% 100.0%
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The following table shows the amount of commercial, agricultwral and municipal loans, real estate nonresidential loans and
real estate construction loans at December 31, 2003 (dolars in thousands).

Within 1-35 After

December 31, 2003 . A Year Years 3 Years
Cominercial, agricultural and municipal 51,788 $1,167 $460 $3,415
Real estate nonvesidential 1.225 2,109 18,043 21,377
Real estate construction 870 421 . el
Total $3.883 $3,697 $18.503 $26,083
Fixed $2,721 $1,539 $512 $4,772
Variabie 1162 A8 1799t 213
Total $3.883 $3,097 $18,503 $26,083

Off-Balaonce Sheet Arrangements

In addition to the loans reported in the Loan Information table, there are certain off-balance sheet products such as loan
commitments and letters of credit, which are offered under the same credit standards as the loan portfolio. Generally
accepled accounting principles require that these financial instruments be disclosed but not reflected in the accompanying
consolidated financial statements. Management closely monilors the financial condition of potential creditors throughout the
terms of the instrument to assure that they maintain ceriain credit standards. Refer io Note 8 of the Notes to Consolidated
Financial Statements for additional information on off-balance sheet financial instruments.

MNon-Performing Assets

Non-performing assets are defined as loans accounted for on 3 non-accrual basis, accruing loans that are contractually past
due 90 days or more as o principal or interest payments, renegoliated troubled debt and other real estate owned obtamed
through loan foreclosure.

A loan is placed on won-accrual when payment terms have been seriously violated (principal and/or iterest payments are
past due 90 days or more, deterioration of the borrower’s ability to repay, or significant decrease 1n value of the underlying
loan collateral) and stays on non-accrual until the loan is brought current as o principal and interest. The classification of a
loan or other asset as non-aceruing does not indicate that loan principal and interest will not be collectible. The Bank adheres
1o the policy of the Federal Reserve that banks may not accrue interest on any loan when the principal or inderest is due and
has remained unpaid for 90 days or more unless the loan is both well sceured and in the process of collection.

A loan is considered restructured or renegotiated when either the rate is reduced below current market rates for thal type of
risk, principal or interest is forgiven, or the term is extended beyond that which the Bank would accept for loans with
comparable risk.

Loans accounled for on a non-accrual basis at December 31, 2003, were $627,000 as compared to $1,351,000 at
December 31, 2002, Non-performing assets at December 31, 2003, totaled $2,269,000 as compared to 33,265,000 at
December 31, 2002, a decrease of $996,000 or 30.5%. The decrease is primarily due to the non-accrual loans being charged-
off against the allowance for foan losses or repaid with funds from other sources. Management is continning to monitor these
assets and strengthen the Bank’s position whenever possible,

Other real estate owned consists of real estate properties, gencrally acquired through foreclosure action or the borrower
voluntarity deeding the property to the Bank. Properties obtained from foreclosing on loans secured by real estate are
recorded at the lower of cost or market value. Qther real estate owned decreased from $1,150,000 at December 31, 2002 to
$237.,000 at December 31, 2003, At December 31, 2003, the Bank held two propertics, one residential real estate parcel and
one cominercial parcel.
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Exchanpge Bancshares, Inc.

The following table provides a five-year swmmary of non-performing assets (dollars in thousands).

December 31, 2003 2002 2001
Non-accrual loans 627 $1,351 $921 $357 510
Restructured foans 372 11 14 0 0
Loans past due 90 days or more and still accruing 1,033 753 787 195 74
Total non-performing, loans 2,032 2,115 1,722 552 84
Other real estate owned 237 1,156 92 0 0
Total non-performing asscts $2,269 $3,265 $1,814 $552 584
Ratios
Non-performing loans to total Joans 2.96% 2.92% 2.12% 0.70% 0.12%
Non-performing assets o total loans
plus other real estate owned 3.30% 4.43% 2.23% 0.70% 0.12%

Provision and Allowance for Loan Losses

The allowance for loan losses was established and is maintained by periodic charges to the provision for loan losses, an
operating expense, in order to provide for probable losses inherent in the Bank’s loan portfolio. Loan losses and recoveries
are charged or crediled, respectively, {o the allowance {or loan losses as they occur.

To identify and manage the risks of lending, reviews of the loan partfolio are made on a continuous basis to identify problem
loans. Management has internal and external joan review procedures that provide for analysis of problem loans, Other
factors to consider in the analysis of the loan portfolio include general economic conditions, credit quality trends and
regulatory examination findings, Internalty identified “Watch Loans™ are graded for asset qualify by either the senior loan
officer and/or the internal/exlernal review staff. The results of the grading process in conjunction with independent collateral
evaluations are used by management and the Board of Dircctots in determinimg the adequacy of the allowance for loan losses
account on a quarterly basis. The entire allowance for loan losses is available to absorb any particular loan loss.
Management believes that the allowance for loan losses is adequate to cover potentially uncollectible loans at December 31,
2003.

The provision for loan losses for 2003 was $250,000 compared with 32,019,000 for 2002 and $15,000 for 2001, The changes
in the provision for loan losses was primarily due to changes in net charge-ofls, the level of non-performing loans and
changes in risk factors within the loan portfolio. At December 31, 2003, the allowance for loan losses was $1,395,000 or
2.03% of total loans, and 68.7% of total non-performing loans, compared to the allowance for loan losses at December 31,
2002 of $1,417,000 or 1.95% of total loans and 67.0% of total non-performing loans.

The provision for loan losses was $2,019,000 for 2002, an increase of $2,004,000 compared to $15,000 for the same period
in 2001. The increase in provision for loan losses was primarily attributable to higher net charge-otfs and the increase in
non-performing loans. The higher net charge-offs were primarily due to a deterioration of credit quality in the loan portfolio,
a related increase in bankruptcies declared by loan customers and one large commercial loan.



The following table provides a five-year summary of alfowance for foan losses activity (dollars in thousands).

2003 2002 2001 2000 1999
Balance at beginning of year $1.417 5844 $756 $1,008 $1,542
Charge-offs:
Real estate 141 396 0 0 0
Comumercrat and agricultural 20 38 92 239 460
Consumer 213 647 16 49 54
Credit card 166 L7 52118 80

590 1558 200 406

Totul charge-offs _“ﬁ()/,l
Recoveries:
Real estate 74 10 | 2 17
Commercial and agricultural 31 27 238 65 1
Consumer 145 70 79 il 21
Credit card - 18 5 15 I 21

Total recoveries 208 112 333 79 60
Net charge-offs 272 1,446 (73) 327 534
Provision for loan losses 250 2019 L S - I
Balance at end of year $1,395  §1.417 $844 $756 $1.,008
Alocation of Allowance for Loan Losses:
Real estate $337 192 $52 56 $173
Commercial and agricultural 515 555 408 172 471
Consumer and credit card 349 200 135 104 b5
Unallocated 194 470 249 474 219

Total $1,395  §1.417 $844 $756 $1,008
Ratios
Net charge-ofts to average loans 0.29% L8194 (0.09)% (.42% 0.79%
Allowance for loan losses to total loans 2.03% 1.95% 1.04% - 0.95% 1.40%
Allowance for loan losses o non-performing loans 68.65% 067.00% 49.01% 136.90%  1200.00%
Investments

Securitics are designated at the time of purchase as cither beld-to-maturity or available-for-sale. Presently, all securities other
than restricted stock are designated as available-for-sale and carried at fair value, with unrealized gains and losses, net of
applicable taxes, on such securities recognized as other comprehensive income (loss). Restricted stock is carried at cost and
evaluated for tmpairment. At December 31, 2003, securities, meluding restricted stock, totalled $23,081,000, an increase of
$5,429,000 or 30.8% from $17,652,000 at December 31, 2002, The increase in securities is primarily due to the reallocation
of funds from the decrease in the loan portfolio.

The Bank utilizes an outside investment firm to analyze, evaluate and offer investment recominendations to management
based on such criteria as security ratings, yields and terms. All securitics must pass a stress test at the time of purchase
estimmating how the security would perform in various interest rate environments. Funds allocated to the securities portfolio
arc constantly monitored by management to ensure that a proper ratio of liquidity and earnings is maintained.

Al December 31, 2003, federal funds sold were $4,341,000 a decrease of $8,174,000 or 65.3% from $12,515,000 at

December 31, 2002, The decrease in federal funds sold is due to the outflow of deposits. Management maintains federal
funds sold balances consistently at levels that will cover the short-term hqudity needs of the Bank.
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Fxchange Bancshares, Inc.

The following table shows the contractual maturities and weighted average yiclds of the Company’s available-lor-sale
securities as of December 31, 2003 (dollars in thousands).

Amortized Cost

Within | Year 1-5 Yoars 53 - 10 Yemrs Total ___ Total
December 31, 2003 Amount  Yield  Amount  Yield Amount  Yield  Amount  Yield Fair Value
LIS, Fecasury 5309 3.68% $L042 381% - - BL35L 3.77% $1,601
Federal Agency 2,991 4.29% 15425  2.68% - - 18,416 2.95% 18,510
Morigage-Backed - - TV 2.04% - - 717 2.04% 771
Corporate Debt L5100 5.06% - - e - L3510 506% 1534
Total $5,010 4.46% $17,244  2.72% - - $22.254 3.12% $22,416

Dheposits
At December 31, 2003, deposits were $92,249.000, a decrease of $8,596,000 or 8.5% from $100,845.000 at December 31,
2002, The decrease was primarily due to a decrease of $7,893,000 in certificates of deposit. The decrease in cestificates of

deposit was due to higher rate interest-bearing certificates maturing and transferring to other financial institutions.

The following table provides a five-year summary of deposits by product (dollars in thousands):

Decenber 31, S 2003 2002 2001 2000 1999
Noninterest-heating deposits $10,438 $11,535 $10.943 $9,446 $9.587
NOW and money market accounts 16,628 16,168 16,615 {4,395 14,357
SAVEILS accounts 18,543 17,862 16,757 15,128 15,713
Individuat retirement accounts 6,442 7,189 6,339 6,062 5,791
Ceritficates of deposits 40,198 48091 44,577 45077 38,093

Total $92.249 $100,845 $95,231 590,108 $83,541

The following table is a schedule of certificates of deposit of $100,000 or more as of December 31, 2003 (dollars in
thousands):

Within 3-6 6-12 Over 12
December31,2003 3 Months  Months  Months Months Total
Certificates of Deposit of $100,000 or More $2,105 $1,472 $3,299 $4,824  $11.700

Borrowed Funds

The Bank is a member of the Federal Home Loan Bank and may obtain both overnight and term advances, See Note 5 of the
Notes to Consolidated Financial Statements for more information.

Capital Resources

At December 31, 2003, sharcholders’ equity was $9,198,000 or 9.02% ol total assets compared to $9,222,000 or 8.33% of
total assets at December 31, 2002, The decrease was due to a reduction of $179,000 in unrealized pains on available-for-sale
seeurities and the payment of $146,000 in cash dividends, partialty offset by net income of $301,000.

The Federal Reserve Board has established risk-based capital requirements for bank holding companies and banks.  The
primary purpose of these requirements is to assess the risk in a financial institution’s balance sheet and off-halance sheet
financial instruments in relation to adjusted capital. To be considered well-capitalized under prompt corrective action, (he
Bank is required to maindain a minimum total qualifying capital of at least 10% and Tier 1 (Core) capital of at least 6%,
Tier I capital includes common equity, non-cumulative perpetual preferred stock, and mmority interest less goodwill and
other disallowed intangibles. Tier 11 (supplenmentary) capital includes subordinated debt, intermediate-term preferred stock,
the atlowance for loan logses and preferred stock not qualifying for Tier 1 capital. At December 31, 2003, the Bank’s risk-
based capital ratio for Tier I and Tier IT capital was 13.4% and 14.7%, respectively. A detailed summary of the capital
amounts and selected rates 15 provided in Note 11 of the Noles to Consolidated Fimancial Statements,
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Liguidity and Market Risk

txchange Bancshares, Inc. is a holding company and does not conduct operations. s primary source of Hquidity is
dividends from the Bank. Generally, subject to certain minimum capital requirements, the Bank may declare a dividend
without regulatory approval uniess the total dividends in a calendar year exceed the total of the Bank's net profits for the year
combined with its retained profits of the two preceding years.

The Bank manages liquidity and market risk through its Assct / Liability Committec {ALCO). The ALCO Committes
assesses interest rate risk by moniloring current econontic conditions and ensuring that the Bank has funds available to satisfy
the normal loan and deposit needs of its customers while taking advantage of tnvestment opportunities as they arisc in order
o maintain consistent growth and carnings. The Bank maintains a stable core deposit base and adequate liquidity through the
use ol federal funds sold and investment sceurities.

The difference between the Bank’s interest rate sensitive assets that veprice within a specific time period and interest rate
sensitive Habilities that reprice within a specific time period is commonly referred to as the Bank’s “interest rate sensitivity
gap.” In pertods of declining interest rates, a liability sensitive position is more favorable ag interest rate sensitive Habilities
may be adjusted to declining market rates prior to maturing interest ate sensitive assets. In periods of nising inderest rates, an
assel sensitive posttion is more favorable as interest rate sensitive assets may be adjusted o rising market rates prior to
maturing interest rate sensitive Habilities.

The following table shows the Company’s interest rate sensitivity position as of December 31, 2003 (dollars in thousands).

Over Over Over
Within 3 Months I Year 3 Yeurs Alter

December 31, 2003 3 Months tol Year 103 Years o5 Years 5 Years — Total
Interest-hearing deposits i banks A 9 %5 - 5 - 5 - $ - b 9
Federal funds sold 4,341 - - - - 4,341
Securitics 503 5,149 14,042 2,722 665 23,081
{Loans 13,5875 12,563 17,314 9,026 16,077 68,555
Other assets - - - N 3,962 3962

Total assets $18,428  $17,712 531,356 $11,748 $22,704  $101,948
Interest-bearing deposits $14.631 $24.691 $25,388 $£8.913 $8.188  $8L.811
Borrowed funds 1 11 22 19 33 86
Noninterest-bearing, depostts - - - - 10,438 10,438
Other labilities and equity - - - - 9.613 9613

Total liabihities and equity $14,632 324,702  $25.410 $8,932 $28.272  $101,948
Gap $3,796  $(6,990) $5,946 $2,816  $(5,568)
Cumulative gap 3,796 (3,194) 2,752 5,568 0
Cumulative gap to total assets 372% (3% 2.70% 5.46%

The above table includes mortgage-backed securitics with maturities projected based on antictpated cash Hows rather than
final maturity.

Summary

For 2003, the Company’s net income was $301,000 or $0.51 per share compared to a net loss of $(1,090,000) or $(1.86) per
share for 2002 and net income of $592,000 or $1.01 per share for 2001, The net loss for 2002 was primarily due to the
$2.019,000 provision for loan losses. The decrease in net income for 2003 as compared to 2001 was primarily due to a
decrease in net interest income and an increase in the provision for loan losses. The decrease in net interest income was due
o lower volumes of higher yielding loans. Return on average assets (ROA)Y was 0.28%, (1.01)% and 0.55% in 2003, 2002
and 2001, respectively.  Return on average equity (ROE) was 3.24%, (10.51)% and 5.93% in 2003, 2002 and 2001,
respectively.
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Exchange Bancshares, Inc.
Net Inferest Income

Net inferest income, the intercst income carned on interest-carning asscts less interest expense incurred on interest-bearing
liabilities ts the Company’s primary source of carnings. The following table entitled “Consolidated Average Balance Sheets
and Relaled Yields and Rates” presents the Company’s net inderest income for the years ended Becember 31, 2003, 2002 and
2001 and summarizes the Company’s (i) average assets, liabilides and shareholders™ equity (ii) interest income earned and
mlerest expense incurred, (i) average yield carned on interest-carning assets and average rate incurred on interest-bearing
liabilities and (iv}) net interest spread and net interest margin. Average yields on interest-carnings assets have been prepared
on a tax-equivalent basis (using a 34% tax rate) and non-accrual loans have been included in the average loan balances.

Consolidated Average Balanee Sheets and
Relafed Yields and Rates

_______________ 2003 2002 2001
Interest  Average Interest  Average Interest  Average
Average Income/ Yields/  Average Income/ Yields/  Average Income/ Yiclds/
_Balance Expense  Rates  DBalance  Expense  Rates Balance FExpense Rafes
{dolars in thousaneds)
Assets:
Interest-earning deposits
in banks g1 5 - - % $37 % - - % $35 $2 4.45%
Federal funds sold 9,458 105 1.11% 5,768 87 [.51% 7,622 206 3.49%
Seeuritics 20,860 746 3.58% 15,433 808 5.24% 14,870 8§86 3.96%
Loans (1) (2) 69,281 5,044 1.28% 79717 0,140 7.70% 78,724 7137 9.07%
Total inferest-carning I -
assels 99,618 5895 592% 100,955 7035 6.97% 101251 8,201 B.19%
Cash and due from banks 2,629 3,101 2,564
Allowance for loan losses (1,291} (886) (808)
Other assets 808 L A838 4894
Total assels $106,764 _$108,008 $107.901
Laabilities and
Shareholders’ Equty:
NOW accounts $15,532 221 1.42%  $16,437 508 3.09%  $14.839 540 3.64%
Money market accounts 1,491 14 (0.94%, 1,068 16 1.50% 1,151 27 2.35%
Savinps accounts 18,200 84 0.46% 17,215 201 1.17% 16,086 326 2.03%
Time deposiis 50,619 1,640 3.24% 51,345 2,131 4.15% 54,673 : 5.76%
Total interest-bearing I o -
deposits 85,848 1,959 2.28% 86,0065 2,856 3.32% 86,749 4,041 4.66%
Borrowed funds 93 0 645% 572 16 2.80% 523 34 6.50%
Total interesé-bearing e T
liabilities 85941 1,965 229% 86,637 2872 3.32% 87,272 4075  4.67%
Noninterest-bearing deposits 11,019 10,498 10,097
Other liabilities 526 502 541
Sharcholders' equity 92 10,371 9991
Total liabilities and
sharcholders' equity ‘i> | 06 764 _i@ﬂ)gﬁ __‘é:ﬂ?_‘)_() 1
Net interest income on
atax-equivalentbasis $3, ?jﬂ %4163 b4.216
Net interest spread _3.03% _ 365% __3.52%
Net yield on interest-carning
assets 3.95% 4.12% _ A lo%

NOTES:

(1} Interest income includes toan foes.

(2} Non-accrual loans are included in loans and deo not bave a material impact on the analysis.
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Changes in net interest income may also be analyzed by comparing volume and rate components of interest income and
interest expense. The table entitled “Rate and Volume Analysis™ presents an analysis of the changes in inferest income and
interest expense in terms of changes in volume and interest rates for the years ended December 31, 2003, 2002 and 2001,

Rate and Vohume Analysis

2003 vs. 2002 2002 vs, 2000
Changes in Tax Equivalent Yield / Yield /
. qnterest [ncome Volume Rate lotal __Yolume _ Rate  ‘lotal
{dollars in thousands)
Assels:
Interest-earning deposits in banks 50 56 50 50 3(2) 32
Federal {unds sold 31 (13) 18 (065) (114} (179)
Sceuritics 237 (299 {62) 34 (112} (78)
Loans (762 (334)  (1,096) 90 (1,087 (997)
Toul U9 (edo) (M0 59 (1315) (1.250)
Liabilities:
NOW accounts (28) (259) (287) 58 (90} (323
Money market accounts 6 (8} (2) (2) (9} (11
Savings accounts 12 (129) (117} 23 (148} (125}
Time deposits (30) (461) (491) (192) (825 (1.017)
Barrowed fands (20 10 {10) 3 {21} (18}
Total 60)  (847)  (907) (110)  (1L,093)  (1.203)
Change in net interest income $(434) $201 $(233) ~ 5169 $(222) $(53)

The average vield on interesi-earning assels has decreased to 5.92% in 2003 from 6.97% and 8.19% in 2002 and 2001,
respectively. The decrease was primarily due to higher yielding interest-carning assets repricing at lower interest rates due to
the current rate environment and increased competition from other tinancial institutions. The averape rate on interest-bearing
liabilities has also declined due 1o the repricing of deposiis at lower current market inderest rates. The average rate on inlerest-
bearing liabilities has decreased to 2.29% in 2003 from 3.32% and 4.67% in 2002 and 2001, respectively. The net effect of
the changes in yields and rates resulted in a decrease in the net vield on interest-earning assets for 2003, The changes i both
agset and liability volumes in 2003 coupled with repricing of both interest-carning assets and interest-bearing liabilities
resulted in a decrease of $233,000 in net interest income,

Non-Interest Income

The following fable summarizes the components of the Company’s non-interest income for the years ended December 38,
2003, 2002 and 2001 (dollars in thousands).

2003 2002

Year ended December 31, 2003 2002 2001 vs, 2002 vs, 2001
Service charges on deposits $403  $389  $328 3.0% 18.6%
Secondary market loan fees 98 163 188 (39.9Y% (13.3)%
Fees on annuitics and mutual finds 25 131 99 {80.9y% 32.3%
Net gains on sales ol sccuritics 29 9 - 32.6% -

Other income 37 66 65 (43.9)% 1.5%
Total non-interest income $592 %708 5680 (22.9Y% 12.9%

Non-interest income decreased $176,000 or 22.9% to $592,000 in 2003 compared to $768,000 in 2002 and $680,000 in 2001,
The decrease was primarily due to decreases of $106,000 or 80.9% in fees on sales of annuities and nmutaal funds, 363,000 or
39.9% in secondary market loan fees and $29,000 or 43.9% in other non-interest income, partially offset by slight increases
in service charges on deposit accounts and net gaing on the sales of securities. The decrease in fees on annuities and mutual
funds was due to the termination of an agreement, between the Company and an outside service provider, for the sales of
anauities and mutual funds through the Company. The decrease tn secondary market loan fees was due to lower volume and
the decrease in other non-interest income was due to a loss on the sale of a commercial real estate property.
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Exchange Bancshares, Inc,
Nop-Interest Expenses

The Tollowing table summarizes the components of the Company’s non-interest expenses for the years ended Pecember 31,
2003, 2002 and 2001 (dotlars in thousands).

2003 2002
Year ended December 31, ) 2003 2002 2001 vs 2002 vs. 2001
Salarics, wages and cmployee benefits $1.,955 $2,230 $2,008 {12.3y% L%
Net occupancy and cquipment 574 584 620 (1.7Y% (5.8)%
Bank, ATM and credit card charges {81 192 183 (5.7)% 4.9%
Pata processing 170 165 154 3.0% 7.1%
Directors fees 130 LED 70 18.2% 57.1%
[xamination and accounting fees E75 203 150 (13.8)% 353%
State and other taxes 107 123 124 (13.0% {0.8)Y%
Postage and courier (314 122 119 (9.8)% 2.5%
Supplies and printing 79 136 119 (41.M% 14.3%
Advertising 55 130 110 (57 1% 18.2%
Legal 109 199 97 (45.2)% 105.2%
Telephone 94 79 75 19.0% 5.3%
Other cxpenses 276 314 187 (12.1)% 67.9%
Total Non-interest Bxpense $4,015 $4.587 $4.016 (12.5)% 14.2%
Non-interest expenses decreased $572,000 or [2.5% to $4,015,000 in 2003 compared to $4,587,000 in 2002 and $4,016,000

in 2001. The decrease was primarily due to decreases of $275,000 or 12.3% in salarics, wages and employee bhenefits,
$90,000 or 45.2% in legal fees, $75,000 or 57.7% in advertising and $57,000 or 41.9% m supplics and printing.  The
decrease in salaries, wages and employee beneflits was primarily due to management and staffing changes within the Bank,
The decreases in legal fees, advertising and supplies and printing were primarily due to efforts of management to control
costs by diligently reviewing all arcas of operations and contracts with vendors for reductions in expense.

Income Taxes

The Company’s provision (credit) for income taxes was $(59,000) in 2003, $(585,000) in 2002, and $269,000 in 2001,
representing an effective tax rate of (24.3)%, 34.9%, and 31.2%, respectively. The effective tax rate in 2003 was impacted by
a $138.000 decrease in the valuation allowance for deferred tax assets, as disclosed in Note 7 to the Company’s Consolidated
Financial Staterments.

Impact of Inflation

The financial statements and related data presented herein have been prepared in accordance with generally accepted
accounting principles, which require the measurcment of financial position and results of operations primarily in terms of
historical doellars without considering changes in the relative purchasing power of money over time because of inflation.
Virtually alf assets and liabilities of the Company are monetary in nature. As a result, interest rates have a more significant
impact on performance than the effects of general levels of inflation.

Recently Issued Acceunting Pronouncements

'The Company dees not believe the adoption of any recently issued pronouncements by the Financial Accounting Standards
Board will have a significant impact on its consolidated financial statemcnts.

Significant Accomnting Policies

The Company’s consolidated financial statements are prepared in accordance with accounting prineiples generally accepted
in the United States of America and follow general practices within the commercial banking industry.  Application of these
principles requires management to make estimates, assumptions, and judgments that affect the amounts reported n the
financial statements. These estimates, assumptions, and judgments are based upon the information available as of the date of
the financial statements,

The most significant accounting policies foilowed by the Company are presented in the Summary of Significant Accounting
Policies. These policies, along with the other disclogsutes presented in the Notes to Consolidated Financial Statements and in
Management’s Discussion and Analysis, provide information about how significant assets and liabilities are valued in the
financial statements and how those values are determined. Management has identified the determination of the allowance for
loan losses as the accounting area that requires the most subjective and complex estimates, assumptions, and judgments and,
as such, could be the most sabject to revision as new information becomes available.

13



Independent Auditor’s Report

Sharcholders and Board of Dircctors
Exchange Bancshares, Inc.
Luckey, Ohio

We have audited the accompanying consolidated balance sheet of Exchange Bancshares, Inc.
and its subsidiary as of December 31, 2003, and the related consolidated statements of
operations, sharcholders’ equity, and cash flows for the year then ended. These consolidated
financial statements are the responsibility of the Company’s management. Qur responsibility is
to express an opinion on these consolidated financial statements based on our audit. The
consolidated balance sheet of Exchange Bancshares, Inc. as of December 31, 2002, and the
related consolidated statements of operations, shareholders” equity and cash flows for the years
ended December 31, 2002 and 2001, were audited by other auditors whose report dated
January 23, 2003, expressed an unqualified opinion on thosc financial statements.

We conducted our audit in accordance with anditing standards generally accepted in the United
States of America. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement.
An audit includes cxamining, on a test basis, evidence supporting the amounis and disclosurcs
in the financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audit provides a reasonable basis for our opnion.

I our opinion, the 2003 consolidated financial statements referred to above present fairly, in all
material respects, the financial position of Exchange Bancshares, Inc. and its subsidiary as of
December 31, 2003, and the results of their operations and their cash flows for the year then
ended in conformity with accounting principles generally accepied in the United States of
America,

/s/ CLIFTON GUNDERSON LLP

Toledo, Ohio
Janvary 23, 2004
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EXCHANGE BANCSHARES, INC.
CONSOLIDATED BALANCE SHEETS
December 31, 2003 and 2002

ASSETS 2003

{Dollars in thousands, except par value)

CASH AND CASH EQUIVALENTS

2002

Cash and due rom banks S 2,352 $ 3,221
Interest-bearing demand deposits in banks 9 29
Federal funds sold Adal 12,515
Total cash and cash equivalents 6,702 15,765

SECURITIES
Available-for-sale, at fair value 22,416 17,006
Restricted stock, atcost 665 _._ 646
Total sccurities 23081 17,652
LOANS 68,555 72,512
Less allowance for loan losses 1,395 LA4L7
Net loans 67,160 71,095
PREMISES AND EQUIPMENT, NET 3,495 3,395
OTHER REAL ESTATE OWNED 237 1,150
ACCRUED INTEREST BECEIVABLE AND OTHER ASSETS 1,273 1,631
TOTAL ASSETS $ 101,948 $ 110,688

LIABILITIES AND SHAREHOLDERS” EQUITY

LIABILITIES
Deposits:
Non-interest bearing $ 10,438 $ 11,535
Interesi-bearing _.. 81811 __ 89,310
Total deposits 092,249 100,845
Federal Home Loan Bank borrowing 86 100
Accrued inlercst payable and other liabilitics 415 521
Total liabilities 92,750 101,466
SHAREHOLDERS’ EQUITY
Preferred shares, $25.00 par value. Authorized 750 shares;
no shares issued - -
Common stock, $5.00 par value. Authorized 750,000
shares; 1ssued and outstanding 586,644 shares 2,933 2,933
Additional paid-in capital 5,071 5,071
Retained carnings 1,087 932
Accumulated other comprehensive income 107 286
Total sharcholders’ equity 9.198 9,222
TOTAL LIABILITIES AND SHAREHOLDERS® EQUITY $ 101,948 110,688

These consolidated financial statements should be read only in connection with
the accompanying summary of stgnificant accounting policics
and notes to consolidated Ninancial stalements.
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EXCHANGE BANCSHARES, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
Years Ended December 31, 2003, 2002 and 2001

INFEREST INCOME
Loans, including fees
Investment securilies
Federal funds sold and other

Total intcrest income
ENTEREST EXPENSE
Deposits
Federal Home Loan Bank borrowings
Total interest expense
Net interest income
PROVISION FOR LOAN LOSSES
Net interest income, aller provision
for loan losses
NON-INTEREST INCOME
service charges on deposit accounts
Secondary market loan fees
Fees on sales of annuities and mutual funds
Securitics gaing
Other
Total non-interest mcome

NON-INTEREST EXPENSES

Salaries, wages and employee benefits

Occupancy ol premises

Banl, ATM and credit card charges

Data processing

Directors fees

IZxamination and accounting fees

Stale and other taxes

Postage and courter

Supplies and printing

Advertising

Legal

‘Felephone

Other
Total non-interest expenses
Income (loss) before federal income taxes

FEDERAL INCOME PROVISION (CREDIT)
NET INCOME (LOSS)

NET INCOME (LOSS) PER SHARE, based on 586,644
shares in 2003 and 2002, and 585,553 shares in 2001

2803 2002 2008
(Doliars in thousands, except per share daia)

$ 5,029 $ 6,140 $ 7,134
746 808 885
105 87 268

38380 7,035 L8287

1,959 2,856 4,041
1,965 2872 4,075
3915 4,163 4212

L. 230 _.2,019 ]

3,665 2,144 4,197
403 389 328
98 163 138
25 131 99
29 19 -
592 168 680
1,955 2,230 2,008
574 584 620
181 192 183
170 165 154
130 110 70
175 203 150
107 123 124
110 122 119
79 136 119
55 130 110
109 199 97
94 79 75

4015 4587 LAa0lo
242 (1,675) 861

_..(59) .. {385) _..209

$..301 $.(1,09%) $..592

$ 0.51 £ (1.86) $ 101

These consolidated financial statements should be read only in connection with
the accompanying summary of significant accounting policies
and notes to consolidated financial statements.
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EXCHANGE BANCSHARES, INC.
CONSOLIDATED STATEMENTS OF SHARFHOLDERS” EQUITY
Years Ended December 31, 2003, 2002 and 2041

Accumulaied
Additional other
Common paid-in Retained comprehensive
Stock capital earnings income Toial

(Dollars in thousands, except per share data)

BALANCE AT DECEMBER 31, 2000 3 2,928 3 5,055 § 1,809 3 sl $ 9933

Comprehensive income:
Net income - - 592 - 592
Change in net unrealized gain, net of
reclassification adjustiments and
related income taxes - - - 199 199
Total comprchensive income - - - - RS |

Issuance of 1,141 shares of

common stock 5 16 - - 21
Cash dividends declared,

$.50 per share T - (293) e . 293)
BALANCE AT DECEMBER 31, 2001 2,933 5,071 2,168 280 10452

Comprehensive loss:

Net foss - - (1,000) - {1,090)
Change in net unrealized gain, net of
reclagsification adjustments and

relaled income taxes - - - 6 6
Total comprehensive loss - ~ - - (108
Cash dividends declared,
$.25 per share e z (140) T . (146)
BALANCE AT BECEMBER 31, 2002 2,933 5,071 932 286 9222

Comprehensive income:
Net income - - 301 - 3
Change in net unrealized gain, net of
reclassification adjustments and

related income taxes - - - (179) (179}
Total comprehensive income - - - - 422
Cash dividends declared, _
$.25 per share T S __(146) e {146)
BALANCE AT DECEMBER 31, 2003 $.2.933 $.5.07 $.1,087 5107 $.9,198

These consolidated financial statements should be read only in connection with
the accompanying summary of significant accounting policies
and notes to consolidated financial statements.,
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EXCHANGE BANCSHARES, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
Years Ended December 31, 2003, 2002 and 2001

2003 2082 2001
(B2ollars in thousands, except per share data)
CASH FLOWS FROM OPERATING ACTIVITIES
Net income (loss) $ 301 $ (1,090 $ 592
Adpustments to reconcile net income {loss) to net cash
provided by operating activities:

Provision for loan losses 250 2,019 15
Depreciation and amortization 257 233 283
Deferred federal inconme taxes (59) {195) 27
Investment sccuritics amortization (acerction), net 312 119 55
Federat Home Loan Bank stock dividends {19) (22) {(38)
Securities gains (29} (19} -
Loss (gainy from sale of other real estate owned 34 (&) -
Liffects of changes in operating assets and labilities:
Accrued interest receivable and other assets 500 (434} (46}
Accrued interest payable and other liahilities o 106) (8% 153
Net cash provided by operating activitics 1450 _....518 o hoal
CASH FLOWS FROM INVESTING ACTIVITIES
Purchases of available-for-sale sccurities {22,069 (7,314} (5,196)
Procceds from sale of available-for-sale securities 213 521 -
Proceeds [rom maturities of available-for-sale securities 13,974 3,887 6,000
Proceeds from maturity of held-to-maturity security - - 100
Net decrease {increase) in loans 3,088 6,075 (1,830}
Purchases of premises and equipment (371) (201) (255}
Proceeds from disposal of equipment 14 - -
Proceeds from sale of other real estate owned 1.476 100 -

Net cash provided by (used in)

invesiing activities ALTEn 3.068 (1.181)
CASH FLOWS FROM FINANCENG ACTIVITIES
Net increase (decrease} in deposits {8,596) 5,613 5,124
Repayment of Federal Home Loan Bank borrowings (14) (13) (2,517)
Issuance of common stock - - 21
Dividends paid (146) (146) (293)
Other e o 38 -
Net cash provided by (used in)
finatcing activities _(8,756) 5414 2.335
NET INCREASE (DECREASE) IN CASH AND
CASH EQUIVALENTS (9,063) 9,000 2,195
CASH AND CASH EQUIVALENTS
Beginning of year _ 15,765 L0705 L A570
End of year $..0,702 $.15,765 $.0,765

These consolidated linaneial statements should be read only in connection with
the accompanying summary of significant accounting policies
and notes to consolidated financial statements.
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EXCHANGE BANCSHARES, INC.
SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Fxchange Bancshares, Inc. (the “Company”) was incorporated in 1992 in the State of Ohio as a
onc-bank holding company for its wholly-owned subsidiary, The Exchange Bank (the “Bank™).
The Company, through its subsidiary, operates in one industry segment, the commercial banking
industry.

The Bank, an Ohio chartered bank organized in 1906, provides financial services through s five
branches located in Luckey, Ohio, and nearby communities. These communitics are the source
of substantially all deposit and loan activities.  The majority of the Bank’s income is derived
from commercial and retail lending activities and investments in securities. [ts primary deposit
products are checking, savings, and term certificate accounts, and its primary lending products
are residential mortgage, commercial, and nstallment loans. Substantially all loans are secured
by specific ilems of collateral including business assets, consumer assets and real estate.
Commercial loans are expected to be repaid from cash flow from operations of business. Real
cstate loans are secured by both residential and commercial real estate.

Significant accounting policies (ollowed by the Company are presented below:

USE OF ESTIMATES IN PREPARING FINANCIAL STATEMENTS

In preparing consolidated financial statements in conformity with gencrally accepted accounting
principles management is required to make estimates and assumptions that affect the reported
amounts of assets and liabilities as of the date of the balance sheet and reported amounts of
revenues and expenses during each reporting period. Actual results could differ from those
estimates.  The most Slbl]lr icant arcas involving the use of management’s estimates and
assumptions are the valuation of the allowance for loan losses and provision for loan losses, as
well as the valuation allowance for deferred tax assets.

PRINCIPLES OF CONSOELIDATION
The consolidated financial statements include the accounts of the Company and its wholly-

owned subsidiary. All significant intercompany balances and transactions have been elininated
in consolidation.

CASH AND CASH EQUIVALENTS

For purposes of the consolidated statements of cash {lows, cash and cash equivalents mclude
cash on hand, amounts due from banks, and federal funds sold which mature overnight or within
four days.

CASH RESERVE REQUIREMENTS

The Bank is required to maintain reserve funds in cash or on deposit with the Federal Reserve

Bank and other correspondent banks The required reserve balance at December 31, 2003 and
2002 was $558.,000 and $533,000, respectively.
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EXCHANGE BANCSHARES, INC.
SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

SECURITIES

Securities are designated at the time of purchase as either held-to-maturity or available-for-sale.
Presenlly, all sccurities are designated as available-for-sale and carried at fair value, with
unrealized gains and losses, net of applicable income taxes, on such sccurities recognized as
other comprehensive income (loss).

Purchase premiums and discounts arc recognized as interest income using the interest method
over the term of the security.

Investment 1 Federal Home Loan Bank and Federal Reserve Bank stock is classified as a
restiicied sceurity, carried at cost, and evaluated {for impairment.

Gaing and losses on sales of securitics arc accounted for on a completed transaction basis, using
the specific identification method, and are included in non-interest income. Securities are
written down to fair value when a decling in fair value 1s not tenmiporary.

LOANS

Loans that management has the intent and ability to hold for the forcsceable future or until
maturity or pay-off generally are stated at their outstanding principal amount, adjusted [or
charge-ofts, the allowance for loan losses and any deferred loan fees or costs on originated loans.
Interest is accrued based upon the daily outstanding principal balance. Loan origination fees and
certain direct origination costs are capitalized and recognized as an adjustment of the yield of the
related loan,

Interest income is not reported when full repayment 1s in doubt, typically when the loan is
impaired or payments are past due over 90 days. All interest accrued but not collected for loans
that are placed on nonaccrual or charged-off 1s reversed against interest income. The interest on
these loans is accounted for on the cash-basis or cost-recovery method, until qualifying for return
to accrual. Loans are returned to accrual staius when all the principal and interest amounts
contractually due are brought current and future payments are reasonably assured.

ALLOWANCE FOR LOAN LOSSES

The allowance for loan losses 1s established as losses are estimated to have occurred through a
provision for loan losses charged to income. Loan losses are charged against the allowance
when management believes the uncollectibility of a loan batance is confirmed. Subscquent
recoveries, i any, are credited to the allowance.

The allowance for loan losses is evaluated on a regular basis by management and is based upon
management’s periodic review of the collectibility of the loans in light of historical experience,
the nature and volume of the loan portfolio, adverse situations that may altect the borrower’s
ability to repay, estitnated value of any underlying collateral and prevailing economic conditions.
This evaluation is inherently subjective as it requires estimates that are susceptible to significant
revision as more mformation becomes available.
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EXCHANGE BANCSHARES, INC,
SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

ALLOWANCE FOR LOAN LOSSES (CONTINUED)

A loan is considered impaired when, based on current information and cvents, it is probable that
the Bank will be unable to collect the scheduled payments of principal or interest when due
according to the contractual terms of the loan agrecment. Factors considered by management in
determining impairment include payment status, collateral value, and the probability of
collecting  scheduled principal and interest payments when due.  Loans that experience
msignificant payment delays and payment shortfalls generally are not classified as impaired.
Management determines the significance of payment delays and payment shortfalls on a case-by-
case basis, taking into consideration all of the circumstances surrounding the loan and the
borrower, mcluding the length of the delay, the reasons for the delay, the borrower’s prior
payment record, and the amount of the shortfall in relation 1o the principal and interest owed.
Impairment is measured on a loan-by-loan basis for commercial, commercial real estate, and
construction loans by either the present value of expected future cash flows discounted at the
loan’s effective inlercst rate, the loan’s obtainable market price, or the fair value of the collateral
if the loan 1s collateral dependent.

Large groups of smaller balance homogeneous loans are collectively evaluated for impairment.
Accordingly, the Bank does not separately identify individual consumer and residential loans for
impairment disclosures.

OTHER REAL ESTATE OWNED

Other real estate acquired through or in licu of foreclosure is initially recorded at the Jower of
cost or fair value, less estimated costs to sell, and any loan balance in excess of fair value is
charged {o the allowance for loan losses. Subscquent valuations are periodically performed and
write-downs arc mcluded in other operaling expense, as are gains or losses upon sale and
expenses related to maintenance of the properties.

PREMISES AND EQUIPMENT

Premises and equipment 1s stated at cost less accumulated depreciation and amortization. Upon
the sale or disposition of the assets, the difference between the depreciated cost and proceeds is
charged or credited to income. Depreciation and amortization is determined based on the
estimated useflul lives of the individual assets (typically 20 to 40 years for buildings and 3 to 10
years for equipment) and 1s computed using both accelerated and siraight-line methods.

ADVERTISING COSTS

All advertising costs are expensed as incurred.
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EXCHANGE BANCSHARES, INC.
SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

FEDERAL INCOME TAXES

Deferred income taxes are provided on temporary differences between financial statement and
income tax reporting. Temporary differences are differences between the amounts of assets and
liabitities reported for financial statement purposes and their tax bases. Deferred tax assets are
recognized for temporary differences that will be deductible in future years’ tax returns and for
operating foss and tax credit carryforwards. Deferred tax assets are reduced by a valuation
allowance if' it 1s deemed more likely than not that some or all of the deferred tax asseis will not
be realized. Deferred tax liabilitics arc recognized for temporary differcnces that will be taxable
in future years’ tax returns.

The Bank is not currently subject to state and tocal income taxes.
TRANSFERS OF FINANCIAL ASSETS

Transfers of financial assets are accounted for as sales, when control over the assels has becn
surrenderced. Conirol over transterred assets 1s deemed to be surrendered when (1) the assets
have been isolated from the Bank, (2) the transferec obtains the right (free ol conditions that
constrain it from taking advantage of that right) to pledge or exchange the transferred assets, and
(3) the Bank does not maintain effective control over the transferred assets through an agreement
to repurchase them before their maturity.

COMPREHENSIVE INCOME

Accounting principles generally require that recognized revenue, expenses, gains and losses be
included in net income.  Although certain changes in assets and liabilities, such as unrecalized
gatns and losses on available-for-sale securities, are reported as a separate component of the
equity section of the balance sheet, such items, along with net income, arc components of
comprehensive income.

PER SHARE DATA

Net income per share is computed based on the weighted average number of shares of common
stock outstanding during each year.

Dividends per share are based on the number of shares outstanding at the declaration date.
RECLASSIFICATIONS

Certain reclassifications of 2002 and 2001 amounts have been made to conform with the 2003
preseniation.

This information 1s an integral part of the accompanying
consolidated financial statements.
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EXCHANGE BANCSHARES, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 - SECURITIES

The amortized cost and fair value of available-for-sale securities as of December 31, 2003 and
2002, are as follows:

December 31, 2003
Gross {irossy
Amortized unrealized unrealized Fair
cost gains losses value

(Dollars in thousands)

U.S. Treasury $ 1,551 $ 50 5 - % 1,601
Federal agency 18,416 135 41 18,510
Mortgage-backed 777 - O 771
Corporate debt 1,510 24 e 1.534
Total $ 22,254 $.209 5 47 $ 22,416
Pecember 31, 2002
Giross Gross
Ameortized unrealized nnrealized Bair
cost gains logses value
(Dollars in thousands)
U.S. Treasury § 2,584 $ 83 5 - $ 2,667
Federal agency 10,160 324 - 10,484
Mortgage-backed 2,296 2 - 2,298
Corporate debt 1,533 25 1 1,557
Total $ 16,573 5. 434 3.1 517,006

The amortized cost and fair value of available-for-sale securities at December 31, 2003, by
contractual maturity, arc prescuted below.  Actual maturitics may differ from contractual
maluritics because borrowers may have the right to call or prepay obligations with or without
call prepayment penaltics,

Amortized Fair
cost value
{(3oliars in thousands)
Amounts maturing in:

One year or less $ 5,010 $ 5,085
After one year through live years 16,467 16,560
After five years through ten years - -

Mortgage-backed securities N 77
Total 5 22,254 $.22.416

During 2003, the Bank sold available-for-sale securities for total proceeds of approximately
$2,131,000 resulting in $44,000 in gross realized gains (income tax effect of $15,000) and
$15,000 gross realized losses (income tax effect of $5,000). During 2002, the Bank sold
available-for-sale securities for total proceeds of approximately $521,000 resulting in $19,000 in
gross realized gains (income tax effect of $6,000) and no gross realized losses. There were no
securitics sales in 2001,
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EXCHANGE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
NOTE I - SECURITIES (CONTINUED)

Securities with a carrying value of approximately $14,112,000 and $11,414,000 were pledged at
December 31, 2003 and 2002, respectively, to secure certain deposits.

The following table presents gross unrealized losses and fair value of securities, aggregated by
investment category and length of time that individual securities have been in a continuous
unrealized loss position, at December 31, 2003:

Securities in a continueus unrealized loss position

Less than 12 months
12 months or_more Total
Unreabized Fair Unrealized Fair Unrealized Fair
losses value losses value losses vatue
U.S. Treasury $ - $ - $ - 5 - $ - $ -
Federal agency 41 5,114 - - 41 5,114
Mortgage-backed 6 771 - - 6 771
Corporate debt - R - o - -
Total temporarily
impaired securities $.47 % 5885 $- 5 - 5. 47 $ 5.885

There were ten securities in an unrcalized loss position at December 31, 2003, none of which
were in a continuous unrealized loss position for twelve months or more. Management has
considered industry analyst reports, sector eredit reports and volatility in the bond market in
concluding that the unrealized losses as of December 31, 2003 were primarily the result of
customary and expected (luctuations in the bond market, As a result, all security impairments as
of December 31, 2003 arc considered lemporary.

NOTH Z - LOANS

Loans at December 31, 2003 and 2002, are summarized as follows;

2003 2002
{(Dollars in thousands)
Loans secured by real estate:

Conslruction $ 1,291 $ 2,258
Residential properties 32,758 27,687
Nonresidential propertics, including farm land 21,377 26,704
Agricultural production 633 1,103
Commercial and industrial 1,838 2,582
Consumer 09,714 [1,358
Municipal ) 944 820
Total $ _08.555 $.72,512
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EXCHANGE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2 - LOANS (CONTINUED)

The following represents a summary of the activity in the allowance for loan losses for the years
ended December 31, 2003, 2002, and 2001:

2003 2002 2001
{Doliars in thousands, except per share data)
Beginning balance $ 1,417 $ 844 $ 756
Provision for loan losses 250 2,019 15
Loans charged-off (540) (1,558) (260)
Recoveries 268 112 333
Ending balance $.1,395 $ 1,417 $ 844
Impaired loans were as follows:
{Dollars in thousands)
Ycar-end loans with allowance for foan losses allocated § 484 $ 429
Amount of the allowance allocated 72 219
2803 2002 2001
(Dollars in thousands, except per share data)
Average of impaired loans during the year $ 474 $ 428 $ 135
Interest income recognized during impairment 19 2 14
Cash-basis interest income recognized 19 2 14

L.oans on non-accrual of mterest amounted {0 $627,000 at December 31, 2003 and $1,351,000 at
December 31, 2002, Loans 90 days or more past due and still accruing interest amounted to
$1.033,000 at December 31, 2003 and $753,000 at December 31, 2002,

NOTE 3 - PREMISES AND EQUIPMENT

The following is a summary of premises and equipment at December 31, 2003 and 2002:

2003 2002
(Bollars in thousands)
Land $ 738 $ 738
Buildings 3,333 3,254
Equipment 2,374 _ 2,119
0,445 0,111
Less accumulated depreciation (2,950) {2,716)
Premises and equipment, net $.3.495 $ 3395

Depreciation of premises and equipment amounted to $257,000 in 2003, $233,000 in 2002, and
$2776,000 in 2001,
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EXCHANGE BANCSHARES, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 4 - DEPOSITS

Intercst-bearing deposits at December 31, 2003 and 2002, are summarized as follows:
2003 2002
{(Bollars in thousands)
Demand $ 16,628 $ 16,168
Savings accounts 18,543 17.862
Individual retirement accounts 06,4472 7.189
Certificates of deposit _A0198 48,091
Total 5. 81811 $ 89,310

Time deposits at December 31, 2003 and 2002 include individual deposits of $100,000 and over
amounting to $11,700,000 and $14,429,000, respectively. Interest expense on time deposits of
$100,000 or more amounted to $455,000 for 2003, $530,000 for 2002, and $816,000 for 2001.

The scheduled maturities of time deposits were as follows at December 31, 2003 (dollars in
thousands):

2004 S 28,773
2005 11,300
2006 1,749
2007 2,335
2008 2,483
Fotal 5 46,040

Overdrawn demand deposits reclassified as loans amounted to $11,000 and $25,000 at
December 31, 2003 and 2002, respectively.

NOTE 5 - BORROWED FUNDS

The Federal Home Loan Bank borrowing at December 31, 2003 and 2002 bears interest at 6.85%
fixed rate and is payable in monthly installments through July 2017, The borrowing is secured
by FHLB stock amounting to $500,000 and $481,000 at December 31, 2003 and 2002,
respectively, and by the Bank’s qualified mortgage loan portfolio, amounting to $32,758,000 at
December 31, 2003,

Future maturities of the Federal Home Loan Bank borrowing for the five years subsequent to
December 31, 2003, are as (ollows: 2004, $12.000: 2005, $11,000; 20006, $11,000; 2007,
$10,000; and 2008, $9,000.
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EXCHANGE BANCUSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 6 - CTHER COMPREHENSIVE INCOME

The components of other comprehensive income and related tax eltects are as followings for the
years ended December 31, 2003, 2002 and 2001:

2003 2002 2001
_ (Bollars in thousands, except per share data)
Unrealized holding gains (losses) on

available-for-sale securities N § (242) $ 28 $ 302
Less reclassification adjustment for securities
gains recognized in income (29 _(19) o
Net unrealized holding
gains (losses) (271) 9 302
Tax cffect {92 3 143
Other comprehensive income (loss) 3 (LTN 5 6 $ 199

NOTE 7 - FEDERAL INCOME TAXES

The components of the provision (credit) for income taxes for the years ended December 31,
2003, 2002 and 2001 are as (ollows:

2003 2002 2601
(Dollars in thousands, except per share data)

Current _ - $ (390) $ 242
Deterred (59 (195) 27
Total provision {(credit) for income taxes $ (59 3 (585) $5.269

The income tax provision (credit) attributable to income from operations differed {rom the
amounts computed by applying the U.S. federal income tax rate of 34% to income (loss) before
imcome laxes as a result of the following:

2003 2002 2001
(Dollars in thousands, except per share data)
Expected tax using federal statutory rate of 34% $ 82 $ (570) $ 293
Tax-exempt income, net of interest expense associated
with carrying tax-cxempt instruments (8) (5) {(7)
Decreasc in valuation allowanee for deferred tax assets (138) (19 (19)
Other, net 5 9 2
Total provision (credit) for income taxes ‘B (59) $ (585) $ 269
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EXCHANGE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
NOTE 7 - FEDERAL INCOME TAXES (CONTINUED)

The significant components of the provision (credit) for deferred mcome taxes for the years
ended December 31, 2003, 2002 and 2001, were as follows:

2003 2002, 2001
(dollars in thousands, except per share data)

Deferred tax provision (credit) arising from the tax
benefit of temporary diffcrences, exclusive of

iiem listed below $ 79 $ (176) $ 46
Decercase in the vatuation allowance for deferred

tax assels __(138) (19) _(19)
Total provision (credit) for deferred income taxes $ (59 $ (195 $.27

The tax eflects of temporary differences which comprise the significant portions of the
Company’s deferred tax assets and deferred tax liabilities as of December 31, 2003 and 2002, are
as follows:

2803 2002
(Dollars in thousands)

Deferred tax assets:

Allowance for loan losses $ 338 $ 341
Net operating loss carryforward 257 266
L.oans on nonaccrual of interest 31 80
Other,net 21 I ¢
647 693

Less valuation allowance 128 260
Deferred tax assets, net of valuation allowance 219 _A27

Deferred tax liabilities:

Federal Home Loan Bank stock dividends (52) (45)
Depreciation ol premises and equipment (81) (55)
Unrealized gain on securities available-for-sale __(55) _{147)
Total deferred tax liabilities (188) _A247)

Net deferred tax assets $ 331 $ 180

At December 31, 2003, the Company has a federal income tax net operating loss carryforward of
approximately $756,000 resulting from a 1998 acquisition. Under current tax legislation, the
annual limiation on the ulilization of the net operating loss carryforward resulting from the
acquisition is approximately $57,000. Such limitation resulted from a change in ownership of
greater than 50%.

In assessing the realization of deferred tax assets, the Company considers whether it is more
likely than not that some portion or all of the deferred tax assets will not be realized. The
valuation allowance for deferred tax asscts at December 31, 2003 and 2002 is provided for that
portion of the net operating loss carryforward for which management believes it is more likely
than not will not be realized.



EXCHANGE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 8 - FINANCIAL INSTRUMENTS WITH OFF-BALANCE-SHEET RISK

In the normal course of business, the Bank has outstanding commitments and contingent
liabilities, such as commitments o extend credit, which are not included in the accompanying
consolidated financial statements. The Bank’s exposure to credit loss in the cvent of
nonperformance by the other party to the financial instruments for commitments to extend credit
and standby letters of credit is represented by the contractual or notional amount of those
instruments. The Bank uses the same credit policies in making such commitments as it does for
instruments that are included in the consolidated balance sheet.

Financial instruments whose contract amount represents credit risk at December 31, 2003 and
2002, were as follows:

2003 2002

(Dollars in thousands)

Commitments to extend credit $ 7,113 $ 9,007
Letter of credit 188 ww‘__l_ifi
Total $.7.301 $.9.145

Commitments to extend credit are agreements to lend to a customer as long as there is no
violation of any condition cstablished in the contract.  Commitments generally have fixed
expiration dates or other termination clauses and may require payment of a fee. Since many of
the commitments are expected to expire without being drawn upon, the total commitment
amounts do not necessarily represent future cash requirements.  The Bank evaluates cach
customer’s creditworthiness on a case-by-case basis. The amount and type of collateral
obtained, if deemed necessary by the Bank upon extension of credit, 1s based on management’s
credit evaluation. Collateral held varies but may include accounts receivable, inventory,
property and equipment, and income-producing commercial propertics.

The Bank has not been required to perlorm on any financial guarantees or incurred any losses on
its commitments during the past two years.

Letters of credit are writlen conditional commitments issued by the Bank to guarantce the
petformance of a customer to a third party and are reviewed for renewal at gxpuatmn At
December 31, 2003, all outstanding letters of credit expire in 2004, The credit risk involved in
issuing letters ol cr edit is essentially the same as that ivolved in extending loans to costomers.
The Bank requires collateral supporting these commitments when deemed necessary.

The Bank maintains several bank accounts at four banks. Accounts at an institution are insured
by the FFederal Deposit Insurance Corporation (“FDIC™) up to $100,000. Cash at one of these
institutions exceeded federally insured limits. The amount in excess of the FDIC himit totalled
$751,000 at December 31, 2003,
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EXCHANGE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCRAL STATEMENTS

NOTE 9 - RELATED PARTY TRANSACTIONS

In the ordinary course of business, loans are granted to executive officers, directors and their
rclated business interests. The following is an analysis of activity of related-party loans for the
years ending December 31, 2003 and 2002:

2003 2002
Balance at beginning of year $ 788 $ 624
New loans and advances 1,148 449
Repayments ,,A,,,,,,,,Lf'j,()) _{285)
Balance at end of year 51,380 $.788

Deposits from executive officers, directors and their related business interests at December 31,
2003 and 2002 were approximately $1,848,000 and $815,000, respectively.

NOTE 10 - EMPLOYEE BENEIT PLAN

The Bank sponsors a diserctionary profit sharing plan which also includes 401(k) plan
provisions. Under the plan, the Bank matches 50% of employee voluntary deferral contributions
up to 3% of the employee’s annual salary. The Bank’s matching and discretionary profit sharing
contributions for 2003, 2002 and 2001 were $20,000, $23,000, and $33,000, respectively.

NOTE 11 - REGULATORY MATTERS

The Company {on a consolidated basis) and Bank are subject to various regulatory capital
requircments administered by the federal and state banking agencies. Failure to meet minimum
capital requirements can initiate certain mandatory, and possibly additional discretionary actions
by regulators that, if undertaken, could have a direct material effect on the Company’s and
Bank’s financial statements.  Under the capital adequacy guidelines and the regulatory
(ramework [or prompt corrective action, the Company and Bank must meet specilic capital
eutdelines that mvolve quantitative measures of the assets, liabilities, and certain off-balance
sheet items as calculated under regulatory accounting practices, The capital amounts and
classification are also subject to qualitative judgments by the regulators about components, risk
weightings, and other factors. Prompt corrective action provisions are not applicable to bank
holding companies. -

Quantitative measures established by regulation to ensure capital adequacy require the Company
and Bank to maintain minimum amounts and ratios (set forth in the table below) of total and
Tier [ capital (as defined in the regulations) to risk-weighted asscts (as defined), and of Tier 1
capital to average assels (as defined). Management bCllGVLS_ as of Pecember 31, 2003 and 2002,
that the Company and Bank met all capital adequacy requirements to which they are subject.

As of December 31, 2003, the most recent notification from federal and state banking agencies
categorized the Bank as well capitalized under the regulatory framework for prompt correclive
action. To be categorized as well capitalized, an institution must maintain minimum total risk-
based, Tier I risk-based and Tier | leverage ratios as set forth in the following tables. There arc
no conditions or cvents since that notification that management believes have changed the
Bank’s category.
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EXCHANGE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINARNCIAL STATEMENTS

NOTE 11 - REGULATORY MATTERS (CONTINUED)

The actual capital amounts and ratios of the Company and Bank as of December 31, 2003 arc
presented in the following table:
Minimeam te be
well capitalized

Minimum under prompt

capital corrective
Actual requirement action provisions
Amount{ Ratio Amouni Ratio Amount Ratio

(Dollars in thousands)
As of December 31, 2003:
Total Capital (to Risk-
Weighted Assets)

Consolidated $ 9858 149% § 5295 =80% $§ NA N/A
Rank 9,687 14.7 5275 > 8.0% 0,594 = 10.0%

Tier [ Capital (lo Risk-
Weighted Assets)
Consolidated $ 9,027 13.6% 0§ 2,647 = 40% $ N/A N/A
Bank 8,856 134 2,638 > 4.0% 3,956 = 6.0%

Tier | Capital (to
Average Assels)

Consolidated $ 0,027  8.6%  $ 4186 >4.0% $ NA N/A
Bank 8,856 8.5 4177 5 40% 5221 = 5.0%

The actual capital amounts and ratios of the Bank as of December 31, 2002 are presented in the
following table:
Minizoum (o be
well eapitalized

Minimum under prompt

capifal corrective
Actual requirement action provisions
Amounnt  Rafio Amount Ratio Ameunt Ratio

{(Dellars in thousands)
As of December 31, 2002:
Total Capital (to Risk-
Weighted Assets)
Bank $ 9538 12.3%  $ 6,192 = 8.0% $ 7,740 = 10.0%

Tier | Capital (to Risk-
Weighted Assets)
Bank $ 8565 11.1%  $ 3,09 > 40% 5 4644 > 6.0%

Tier 1 Capital (to
Avcerage Assets)
Bank $ 8565  T.7% $ 3,358

iV

3.0% % 5597 = 5.0%

Generally, subject to certain minimum capital requirements, the Bank may declare a dividend
without regulatory approval unless the total dividends in a calendar year exceed the fotal of the
Bank’s net profits for the year combined with its retained profits of the two preceding years.
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EXCHANGE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 12 - CONDENSED PARENT COMPANY FINANCIAL INFORMATION

Summary of condensed financial information of the parent company as of December 31, 2003

and 2002, and for each of the three years in the period ended December 31, 2003 follows:

CONDENSED BALANCE SHEETS

Asscls:
Cash and cash equivalents
Investment in subsidiary bank
Other assets

Total assels
Other lability
Sharcholders” equity:
Common stock
Additional paid-in capital
Retained eamings
Accumulatied other comprehensive income

Tolal shareholders” equity

Total liabilities and shareholders’ equitly

CONDENSED STATEMENTS
OF OPERATIONS

Income:
Pividends from subsidiary bank
Interest on deposits in subsidiary bank

Total income

Expenses - professional fees and other expenses

Income (loss) belore income taxes and equity
in undisiributed net income of subsidiary

Income tax benefit

Income before undistributed carnings

of subsidiary

Equity in undistributed nct income of subsidiary

Net income (loss)

2003 2002
(Bollars in thousands)

$ 51 $ 121
9,027 8,934
,,,,,,,, 123 190

$ 9,201 $.9.245
b3 b 23

2,933 2,933

5,071 5,071
1,087 932
107 . 280
9.198 _.9.222
$.9.201 $.9,245

2003 2002 2001

(Boliars in thousands)

$ 150 $ 329 $ 400
1 5 11

151 334 411
184 352 108
(33) (18) 303
62 118 33
29 100 336
272 (1,190) 256
5301 $ (1.090) b 592




EXCHANGE BANCSHARES, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 12 - CONDENSED PARENT COMPANY FINANCIAL

INFORMATION (CONTINUED)

CONDENSED STATEMENTS
OF CASH FLOWS

Clash flows from operating activities:
Net income (loss)
Adjustments to reconcile net income (loss) to net
cash provided by operating activilies:
Equity in undistributed carnings of subsidiary
Change in other assets
Change in other liabilities

Net cash provided by operating activitics

Cash flows {rom financing activities:
Procceds from sale of common stock
Cash dividends paid

Net cash used in [inancing activitics

Net decrease in cash and
cash equivalents

Cash and cash equivalents at:
Beginning of year

End of year

2003 2002 2001
{Dollars in thousands)

$ 301 § (1,090) $ 592
(272) 1,190 (256)
67 7 (155)
(20) (81) (25)

6 20 150

- - 22
(140) (146} _ (293)
(146) (1406) (271)
(1 (120) (115)
12t 241 350
$..5] $...A210 8 241

NOTE 13 - SUPPLEMENTAL CASH FLOW DISCLOSURES

Supplemental cash flows disclosures consist of the following at December 31, 2003, 2002, and

2001:
Cash paid during the year for:
Interest
Income taxes
Non-cash operating actlivity:
Change in deferred income taxes on net unrcalized
gain on available-for-sale securities

Non-cash imvestment activities:
Transler of loans to other real estate owned

Change in net unrealized gains on
available-for-sale securitics
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2003 2002

$.2.040

5149 . 29]

.02y B3

5..597

2001
(Dollars in thousands)
$.2,938 §$.4111
$ 140
$. 103
$ L1505 -
b 302

271 b9



EXCHANGE BANCSHARES, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 14 - CONTINGENT LIABILITIES

In the normal course of business, the Company and ils subsidiary may be involved in various
legal actions, but in the opinion of management and its legal counsel, the ultimate disposttion of
such matters 15 not expecied to have a material adverse effect on the consolidated financial
statements.

NOTE 15 - FAIR VALUE OF FINANCIAL INSTRUMENTS

Statement of Financial Accounting Standards No. 107, “Disclosures about Fair Value of
Financial Instruments”, requires disclosure ol fair value information about financial instruments,
whether or not recognized in the statement of financial condition. In cases where quoted market
prices are not available, fair values are based on estimates using present value or other valuation
techniques. Those technigues are significantly affected by the assumptions used, including the
discount rate and estimates of future cash flows. In that regard, the derived fair value estimates
cannol be substantiated by comparison to independent markets and, in many cases, could not be
realized in immediate settlement of the instruments.  Statement 107 excluded certain financial
instruments and all nonfinancial instruments from its disclosure requirements. Accordingly, the
[air valuec amounts presented do not represent the underlying value of the Company. The
following methods and assumptions were used by the Company in estimating its fair value
disclosures for financial instruments:

Cash and cash equivalents:

The carrying amounts reported for cash and cash equivalents approximate their fair values,
Securities:

Fair values [or securities are based on quoted market prices.

Loans:

For variable-rate loans that reprice frequently and with no significant change in credit risk, fair
values are based on carrying amounts. The fair values for other loans (i.c., [ixed rate commercial
real estate and rental property mortgage loans and commercial and industrial loans) are estimated
using discounted cash flow analysis, based on interest rates currently being offered for loans with
similar terms to borrowers of similar credit quality. Loan fair value estimates include judgmenis
regarding future expected loss experience and risk characteristics. Fair values for lrapaired loans
are estimated using discounted cash flow analysis or underlyimg collateral values.

Deposits:

The fair values disclosed for demand deposits are, by definition, equal to the amount payable on
demand at the reporting date (that is, their carrying amounts). The carrying amounts of variable-
rate, fixed-term money-market accounts and certificates of deposit approximate their fair values.
FFair values for fixed-rate certificates of deposit are estimates using a discounted cash flow
calculation that applics interest rates currently offered on certificates to a schedule of aggregated
contractual expected monthly maturities on time deposits.

Accrued interest:

The carrying amounts of accrued interest approximate the fair values,
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EXCHANGE BANCSHARES, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 15 - FAIR VALUES OF FINANCIAL INSTRUMENTS (CONTINUED)

Borrowed [unds:

The carrying amounts of borrowed funds are estimated using discounted cash {low analysis

based on interest rates currently oflered on borrowed funds.

The estimated fair valucs at Iecember 31, 2603 and 2002 are as follows;

2003 2002
Estimated Estimated
Carrying fair Carrying fair
amount value amount value
(Dollars in thousands)
FINANCIAL ASSETS
(Cash and cash equivalents $ 6,702 $ 6,702 $ 15,765 $ 15,765
Securities 23,081 23,081 17,652 17,652
Loans, net 67,160 68,627 71,095 70,152
Accrued interest receivable 697 697 671 671
Total $ 97,640 $ 99,107 $ 105,183 §.104,240
FINANCIAL LIABILITIES
Depostis $ 92249 $ 92504 $ 100,845 § 101,833
Rorrowed funds 86 86 100 100
Accrued interest payable 109 169 190 190
Total $.92,444 $ 92,759 $ 101,135 § 102,123

NOTE 16 - QUARTERLY CONDENSED FINANCIAL DATA (UNAUDITED)

The following is a summary of selected unaudited quarterly financial data for 2003 and 2002:

Met imcome

- (loss) per
Net Provision Net COMMIoN
interest interest for loan income  share (basic
income income fosses (loss) and diluted)
2003
First quarter $ 1,550 $ 995 $ - $ 126 21
sccond quarter 1,468 956 - 98 A7
Third quarter 1,498 1,025 20 78 13
Fourth quarter 1,364 939 230 (1) -
2002
I'irst quarter $ 1,854 $ 1,111 $ 46 $ 143 24
Second quarter 1,853 1,165 169 38 06
Third quarter 1,786 1,001 825 (469) (.80)
Fourth quarter 1,542 820 979 (802) (1.30)

This information is an integral part of the accompanying
consolidated financial statements.
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Luckey, Ohio
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1900 Chemed Center, 255 BEast Fifth Street
Cinginnati, Ohio 45202
(513) ¥77-8200

TRANSFER AGENT
itlinois Stock Transfer Company
200 West Jackson Blvd., Suite 903
Chicago, lllinois 60606
(312)427-2953% or (800} 757-5755
Fax (312)427-2879

COMMON STOCK

There were 586,044 comumon shares ol Exchange Bancshares, |
outstanding on March 22, 2004, held of record by approxima
796 sharcholders.  Since January 1, 1994, Exchange Bancsha
Inc.’'s common shares have been traded on the over-the-cowm
market. Two brokerage firms serve as limited market mal
Sweney Cartwright & Co, and McDonald & Company,
following represents high and Jow trading prices and divide
declared during each respective guarter during 2003 and 20
Trading prices reflect inter~dealer prices, without retail mark-
mark-down or commission,

Pividene
2003 - High Low ared
First Quarter $19.75 S18.10 $ -
Second Quarter $18.75 $17.25 $0.20
Third Quirter $i8.25 $17.35 $ -
Fourth Quarter $10.75 $17.55 $0.05

Dividen
2002 High Low deelared
First Quarter $19.00 $18.00 $ -
Second Quarter $19.60 $18.15 $0.20
Third Quarter $20.00 $19.00 § -
Fourth Quarter $20.00 $19.00 £0.05

A copy ol Exchange Bancshares, Tne.”s Annual Report on Form
KSB, as filed with the Securities and Exchange Commission
availabie at no charge to sharcholders upon request to:

Joseph R, Hirzel, Seorctary
Exchange Bancshare, Inc.

237 Main Street, P. O. Box 177
Luckey, OH 43443-0177

(4193 833-344

INVESTOR INFORMATION
Investors, analysts and others secking financial information v
contact: '
Victor J. Proffiu, President & CEG
Thomas E. Funk, Vice President, Treasurer & CFO
Exchange Bancshare, Inc.
237 Main Street, P.O. Box 177
Luckey, O 43443-0177
(419) 833-3401

MARKET MAKERS
Sweney Cartwright & Co.
17 South High Street
Columbus, Ohio 43215
{614y 228-5391 or (800)) 334-7481

McDonald and Company
One Seagate Square
Toledo, Chio 43604
(4193 977-8200

This information is an integral part of the accompanying
consolidated financial statements.
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This information is an integral part of the accompanying
consolidated financial statements.
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